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DEPARTMENT OF THE TREASURY
INTERNAL REVENUE SERViCE;’
WASHINGTONg D.C. 20224
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Cate: AUB ~1 2001 . Gohtact Person:

Identification Number:

. Teleihone Number:

Employér Identification Number-g D

i;aar Siror Madam

We have consadered your apphcatxen for recognition of exemptlon from federal
income tax under section 501(a) of the Intemal Revenue Code as an organization ‘
described in section 501(c)(3). Based on.the information submitted, we have concluded -
that you do not qualify for. exemptlon under that section. The basis for our conclu310n is
set forth below. . _ ) ‘

FACTS:

You were incorporated on_ under the.nonprofit laws of the State -
of i The Atticles of Incorporation state that you are formed exclusively for

..charitable, scientific, or educational purposes within the meamng of sectlon 501(c)(3) of

the Code.

You were. fcrmed to participate as a member of a
limited liability company is a partriership for federal income tax
purposes. {Jll plans to. acquire and rehabilitate a {i)-unit apartment building

) for.rental exclusively to very fow-income elderly and disabled
individuals. You represented that the substantial rehabilitation of [ R cu2lifies
for low i income housmg tax credits under sectson 42 of the Code.

You serve as a co-managing member along with
W), 2 nonprofit section 501(c)(3) organization. The co-
‘nanaging members ("managing member™) cwn a 0.01 percent membership interest. To
utilize the tax credits you have entered into Yl with an investor set up to invest in
low-income housing projects acquiring tax credits for its investors. The investor is
("related member"), and its affiliate, Related
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—("s ecial member") Related member owns a 99.98 percent
it lerest. ("speclal member”) owns a 0.01 percent
interest. Together, related member and speclal member are known as the investor
member P

—has srgned a development agreement with a developer to rehabilitate the
croperty. (D will finance the rehabilitation with funds it obtains from investor
member and;from:lenders. Once is ready for occupancy by low-income

~Iderly and disabled Individuals, a management agent will manage thé day—to-day '
peratlons of_ pursuant to a management agreement.

The maximum rental rates are set by the. low income housing tax credit program
("tax credit programy’). At least 20 percent oﬁthe rental units in the apartment building
will be rent restrlcted and individuals whose i lncomes are 50 percent or less of the area
median gross.income will occupy the rental umls W has elected to set its
maximum rent at 84 percent or less of the apphcable rent limit established under the
Tax Credit Program - .

. Once Wbmtated and oecupied you wrll be pnmanly involved with
managing the affairs of as managmg member and supervising the management
agent‘s management of-

The respectwe rights and duties of the members are set forth in a series of
agreements mcludmg, without limitation, a.oontnbutron agreement, an operating
agreement, & development deficit guaranty agreement, an operating deficit guaranty

sgreement, a replacement reserve guaranty agreement and a recapture guaranty
“agreement. t

The operatlng agreement provides tl'iat-may wnthdraw as co-managmg
mnember once you receive section 501{c)(3) exemptton status under the Code. The
operating agreement gives the investor member various: controls over the operation of
or control over the managing membel'to ensure the. protectlon of the investor

}

partner. g ,

Many prowsrons specify rights that may be exercised by the investor member.
Section 5.2.C provides that the budget prepared by the managing member shall not be
:dopted without the consent of the special member. Section 5.3.D.provides that if it is
-.etermined that the managing member cannot serve as the tax matters member, the
. pecial member may designate itself as the tax matter member. Astax.matters
member managing member must obtain the tconsent of the special member in -
connection with matenal decisicns and determrnatrons made with respect to income tax
matters. Section 5 4 A provides that the. consent of the specral member must be
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obtained with respect t6 any lease, conveyarice or refinancing of the assets of the

. : Section 5.4.B provides. that at the end of the Compliance Period under
section 42 of the Code, the special member has the right to require that the managing
member use its best efforts to obtain a buyer for the apartment complex. Section 5.5.8
provides that the consent of the special member must be obtained regarding the
sarvices of the aceauntants, architects, and the-choice of or termination of management
@gent. The section also lists other restrictions on the authority of the managing
member, including avoidance of any action causing recapture of credits previously
recognized or a reduction or disaliowance;of credits anticipated. For jts services in
monitoring the actions of the managing member, the special member will be paid an
annual administrative fee pursuant to Section. 6.3. Section'9.2.D provides that the
investor members may receive a retum amount in the event that the amount of credits
finally allowed and allocated to the investor member is less than the.credit amount
adjusted. There shall:also be distributed to the investor member amounts that would

.otherwise have.been distributed to the managing member out of the cash flow or sale or
sfinancing transaction proceeds. Section 11 A provides that the managing member
~may not withdraw from@P or assign its interest without the consérit of the special

‘member. Section:11.4 provides that the special member may.remove the managing
raember if the mfat{ia'ging' member materially viclates its fiduciary responsibility orisin ¢
smaterial breach of any of the agreements; including the guaranty agr_eement’s‘, orif the

S is in material breach of any project documennt.

The coniribution agreement and operating agreement provide.that capital
rontributions; by the.investor member are made in instaliments that become due only
Jfter various contingencies have been satisfied. Failure of any conditions could
preclude payment:of further installments. - The contribution also provides that you
- apresent to the best ofiyour knowledge that ﬂ;]a property does not cortain-hazarous -
1aterials except in compliance with applicablelaw and that the property is not in
wiolation of any environmental laws. Youi agree to indemnify the related member and
irivestor member from any.liability. TR .

The development deficit guaranty agreement provides that you guarantee to pay
any development deficit, to purchase the:interésts of the related member and investor
rnember in the event that construction of the apartment complex is not timely
completed; and to pay all expenses of operating and maintaining the apartment
«nmplex in excess of gross collections to the!extent necessary to maintain break even
vperations until the break even date. ‘The operating deficit guaranty agreement
s.rovides that you guarantee to loan to the LLC any funds required-to fund operating
Jeficits. The:replacement reserve guaranty agreement provides that you guarantee to
fund the required reserves for repairs and replacements. The recapture guaranty
agreement provides that if any credit: is recaptured, you guarantee the amount of the

- credit, plus interest and.penalties. S
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APPLICABLE LAW

Sechon 501 (c)(3) of the Code exempts from federal income tax, as provided in
saction 501(a), organizations organized and operated exclusively for exempt purposes
no part of the net i income: -of whnch inures: to the benefit of any private individual ot
shareholder.. .. . b

- Section 1 501 (c)(3)—1 (c)(1) of the lncome Tax Regulabons provides that an

rgamzatlon \M“ be regarded as operated exeluswely for one or more exempt purposes
= aly if it engages pnmanly in activities which acoompllsh one or more of such exempt

:urposes specified in section 501(c)(3) of the-Code. - An orgamzatlon will not be.so

«agarded if more than an insubstantial pait of |ts activities is not in furtherance of an

‘@xempt purpose. X

~ Section 1 501(c)(3)-1 (d)(1)(ii) of the regufatlons provides that an onganlzatlon is not
.zganized or operated exclusively for one or more exempt purposes uniess it serves a
iz1blic rather than a private interest. Thus; it js necessary for an organization to
2stablish that it-is not organized or operated for the benefit of private interests such as
f:i-asngnated lndeuals the creator or his famlly, shareholders of the orgamzatlon or .
persons controlled dtrectly or indlrectly, by such pnvate interests.

Section 1 501(c)(3)-1 (d)(2) of the regulations defines the term “charitable™ in its
g=nerally accepted legal-sense and itis not lmhited by the separate enumeration of -

: »zxempt purposes in section. 501 (c)(3) of the Code The term includes, inter alia, relief of -.
-+1e poor and distressed; or-of the underprmleged and the promotion of social welfare-
ry. orgamz_af:r‘ns ﬂ‘"f:."f”’d to lessei: neighixo norhood tensions, to eliminate prejudice and-

dlscnmmatlon or to oombat community detenoration

.. Rew. Proc 96-32 1996-1.C.B. 717, prov:des a safe harbor test that an organization
" providing housmg wiil be considered to relieve the poor-and distressed if it establishes
tat 75 percent of the units. are occupied by residents that quahfy as’low income and
. ihat either (a} 20 percent of the unitsare occupted by very-low income residents or (b)

- 40 percent of the units are occupned by: res:dents that do not exceed 120 percent of the
area’s very low iricome limit. In addition, the units must be affordable to the residents.

In the case of home ownership programs, this requirement will be satisfied by the
adoption of a policy that. makes the initial-and ¢ontinuing costs of purchasing a home
affordable to low and very low income rwdents If this safe harbor is not satisfied, an
organization may.demonstrate that it reheves the poor and distressed by reference to all
the su rrounding facts and circumstances. |’
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U.8. 279, 283 (1945), the. Court stated that ".i.,;tﬁe prasence of a s}ngle...[non~exémpt]
purpese, if substantial in nature, will destroy the exemption regardless of the number or .

mportance of ... fexempt] purposes.”

* Harding Hospital, Ing, v. United States, 565 F.2d. 1068 (6th Cir. 1974), held that an
dgrganization seeking a ruling as to recognition; of its tax exempt status has the burden of :
proving that it satisfies the requirements of the particular exemption statute. Whether

29 organization has:satisfied the operational fest is a question of fact,

'In American Campaign Academy v. Corhmissioner, 92 T.C. 1053 (1989), the court.
oncluded that-an.organization that trained campaign workers for the benefit of the '
- 3publican Party was not exempt under section 501 (€)(3) of the Code due to the

. reater than incidental private benefit to the Party and to Republican Party candidates.

= rhe court noted that section.501(c)(3) organizations may benefit private interests only

incidentally. Cohferging_!.more;:ﬂ'i

an incidgg’talipeneﬁt on private interests is a nonexempt
purpose. ' I

 In Plumstead Theatre Society; Inc.:v. Commissioner ("Plumstead”) 74 T.C. 1324 |
, /675 F.2d 244 (Sth Cir. 1982), the Tax 'Court held that:a charitable
organization's participation as-a gerieral partnerin a limited partnership did not
jeopardize its exempt.status. The organization co-produced a play as one of its
charitable activities.; Prior to the opening of the play, the organization encountered

financial difficulties in raising its share of the costs. In order to meet its funding
‘obligations, the organization formed- a limited; parinership in which it served as a general

partner and two individuals and a for-profit corporation were the limited partners.

« Significant fagtors in the Tax.Court's finding included thasthe lirsiad pariness Payed &
' passive role as investors only, that the organization remained in control of all aspects of

the play, that none of the limited partners were.directors or officers, of the organization,

.| and that the investors' interests in the pai';tiwlla;r;piay were not intrusive or indicative of
© r4mrving private interests. ' Co

In Housing:Pioneers v. Commissioner(*Housing Pioneers*), 65 T.C.M. (GCH)

2191 ;(1993),;_@@,- 49 F.3d 1395 (¢th Cir. 1996), amended 58 F.3d 401: (Sth Cir. 1995),

the Tax Court-concluded that the organizationdid not qualify as an organization

‘aascribed in section:501(c)(3) of the Code: because its activities performed as co-

wivate interests:were served by its activities.; The organization entered into
partnerships as a one percent co-general partier of existing limited partnerships for the
wurpese of splitting the tax benefits with the for-profit partners. Under the management
agreement, the organization's authority as.co-general partner was narrowly

general partner.in limited partnerships substantially furthered nonexempt purposes, and - .

- »-‘n;arcumscribeg. -Ithad no management reépop?ibilitles and could describe only a'vague

. . I '_.,,,!,..-.:..,.w: SN e il N xﬂf'f
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| Q"zantable function of surveying tenant needs' |
wscusszo:v ) | ; i ;~@

Based upon the above statement of facis and .applicable law, we eonclude you are -

not described in section 501(c)(3) of the Code ‘We reach our conclusions based on the
: analysns below.: | : T :

Because the owner of the low-incomie housmg project, W, satisfies the
sssidency requirements and the rent restrictions imposed pursuant-to an allocation of
tow-income housing tax credits, you, as co-managmg member, may claim that you
satisfy section 3 of Rev: Proc. 96-32. provided that you can demonstrate that as
managing member you:cause W0 satisfy the safe harbor. Because there is
nothing in the agreements:that would enable the for-profit members to prevent: you from
carrying out the occupancy® ‘and rental restnetlon requirements, we conclude that you
satisfy the safe harbor. - However, whether you qualify for exemption depends on
whether you: also do not provide a private beneﬁt for the mvestor members.

The oonduct of activities for purposes deecnbed in section 501 (c)(3) of the Code

must be the exclusive purpose of an organlzahon before it can be recognized as exempt

from’tax under saction 501(a) of the Code. An organization is not operated exclus:vely
for.charitable purposes if-the benefits to pnvate individuals are mare than an incidental -

, :onsequence of its operatlons Section: 1 501((:)(3)—1 (d)(1) of the regulations. Whether |
_an ofganization has satisfied the operataonahteet isa questaon of fact. Harding I_jgsgrta .

ne, Umted States, supra A . : ;

As demonrtra’red m Bnt‘ar uevweee'Buneau of Washington, D.C.. inc. v. Unijted
States, supra; a single function may actuallyjachieve more than one purpose. If one
purpose is nonexempt and substantial in. nature it destroys the exemption regardless of

‘n@ number orimportance of the exempt purposes Thus, regardless of the fact that you;

‘nay cause the partnership to provide housing to persons regarded as.poor and

Jistressed, you will not qualify for exempbon |f you have a substantial purpose to beneﬁt |

e investor members

In your ( case you have but a single funchon whlch is to manage a limited liability
~ompany treated as a partnership for federai income tax purposes that will rehabilitate
and operate.a low-income housing project. Thus controls that the invester members

nave over the creation or operation of the jOIﬂt venture will necessarily detract from your -

exempt operatons Certain controls that the! investor members have under the
5greements |n regard {o penalty and guaranty provxsaons, are mtmswe

I
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"Your obfigation to acquire the interest of the related member and investor member
is an:cbligation-ta retum capital to the investor from your own funds which is directly
-contrary to the holding-in Plumstead supra. The holding in Plumstead understands that
transactions cani fail, which is the time a returri of the capital would be important to the .
. related member and investor member.. N'c'>ne:theles_s, the court did: not-suggest that in
. some circumstances it may be alright for a tax-exempt general pariner to retumn capital
+ Yo the limited: partner out of its.own pocket. ' ' '

nutlined in the original financial projections al:"lﬂ the benefits actually received by the
Avestor member and related member, Under:the terms of the agreements, you are
-\demnifyingithe related member and invéstormember's speculation that its investment
«ill. pay off as:projected. This constitutes;a substantial nonexempt pumpose, in thatit
+-38 a substantial purpose to benefit the rélated member and investor member.
'onferring more than incidenta) benefits to private interests is a nonexempt purpose.

ean C p ; '

ign Academy v, Commissioner, supra.

P K :
You have also agreed to make up any difference between the anticipated benefits

o

Also, you haveiagreed to insure the.related member and investor member from all
~zeses from the presence of hazardous materials at any time on or around the property
! “whether or not in your control. This is not merely awamanty as to.the condition of the
i . roperty upon admission of the related member. and investor member. In that case, you
" waould.be liable for misrepresentation or njgglilgfent investigation, breaching a fiduciary
duty. However, when you insurg:against any losses resulting from any introduction of
hazardous materials, you are insuring the related member and investor member's
invéstment. -~ Cod ‘

. 1
e ! - : [

i

_ In addition, if the investormem,b,eir; regardsyog 1o be inymaterial vio'ation.of any of.-. ».

- the agreements,ithe special- member may become the managing member. Sincea -

-« 1aterial violation would.include afailure to make the out-of-pocket payments enforced
“: the guarantee:agreements and indemnification provisions, the investor member
controls the joint venture in a manner that intrudes on your exempt function. Under this
agreement, you are not:able to operate exclusively for charitable purposes, since you
must also operate for the limited partner's: private benefit.- ‘

C—

_ Further, your:only operation is the manhagement of the joint venture. This does
nct, in itself, eonstitite a charitable purpose. i Your exemption is dependent on whether
#ou control the joint venture in order to canry out your charitable purpose of aiding the
poor and distressed or the underprivileged by providing low-income housing. Your
failure to maintain ‘control adversely impacts on your ability to ensure that charitabie
purposes are furthered by your participation ins the joint venture. See'Rev. Rul. $8-15,
1998-1 C.B. 718, which provides that a section 501(c)(3) organization may form and
participate inia partnership, including an LLCitreated as a partnership for federal income -

. [
PRI AL R L

1
—_ L
- ES A, !

ol ) g




I
I T I r e o R P PR
- i ' . . ot

i v
. " H o .
divanky oo bk s L e e
:
i
l 1
i
'

S | doa Y
i :.: . ".‘ i'-&'l-

I
' . ‘ i
. : . ‘,.,
— ‘ L
. H ['
o Cman X o o - . I i
' -' N PO
' . o .

iax purposes, and meet the operatlonal test rf parbc:pahon in the partnership furthers a

haritable purpose and the partnership anangement permits the exempt organizationto ' -

ook exclusrve,ly infurtherance of its exempt purpose and only incidentally for the benefit
of the for-prqﬁt partners l ;
The mtruswe power afforded to’ the specral member under the provisrons of the
«greements pver your ability to manage and the project demonstrates a
nonexempt purpose. Ifithe investor: member,does intrude into your exempt operation,
cinder the operatmg,agreement you.are prevenited from leaving Sllwithout the
cngent of the special member. If you.da Jeave without the. special member’s approval,
g0u forfeit your right to-any distributions or amounts due you from -whether or
ot the investor member has suffered any damages

Although Humstg demonstrates that a dxantab!e orgamza'aon s operation-as a
; nanagrng metnber ln a 5o|nt venture:is aeceptable when specified conditions exist,
rpusing Pioneers; supra, makes, it clear that: when an organization fails the conditions

=f Plumstead, that ongamzatnon cannot rely m Plurnstead to establish. its qualification fOl"g :
wxemption. Your situation is by | its. very nature more intrusive than the:facts deseribed in: -
ihe PJumstead case. The intrusions caude you to fail section 7 of Rev. Proc. 96-32 and -

- preciudes your ‘qualification. for recognrbon of exemption,. notwithstanding your
satisfaction of the safe harbor in' section. 3.ofiRev. Proc. 96-32. When you operate to-
insure the mvestment of the for—preﬂt members, you are not operating exclusively for
chantable purposes as requared in. sechon 1 501 (c)(3)-1(d)(1) of the regulatrons

eONCLUSION ré, . [N

o Beqause your ashvmes r:onfer lmperrmselble private benefits to the limited
partners you- ‘have not demonstrated that | you! iwill bé operated exclusively for éxempt

purposes. ‘Therefore, we conclude.that you are not described in section 501(c)(3) of the - G

Code and are not exempt under sect:on 501(@)

Aocordimgly, contnbuhons to you are not deductrble under sect:on‘ 170 of the Code.
You must file federal income tax retums on Form 1120. .

You have the nghtto protest this ruhng if you beheve itis incorrect. To protest, you
should submit a statement of your views o this office, with a full explanation of your
:easoning. Th;s statement, signed by one of your officers, must be submitted within 30

days from thé date of this letter. You also.have.a right to a confererice in this office after : '

your statement is submitted. You must réquést the conference, if you want one, when

you file your protest statement. If you are to be represented by someone who is not one :

»f your officers, that person will need to file a proper power of attomey.and otherwise
quelrfy under‘, our Conference and Practxees Requurementsi

t
|
. H |
“ rw““ I L L KT o, F AR
b aM S :
w“’




ba - . . :

: . 4w :
B LR T e T F IR B R L P . ,
. C 1T Sty gL
: i . \ bt I

[

' HE

Do

! :'
. : - . ) :-9..
. S

. ]

. Ifyou do ngt;pi;otést this iuling ina tnmely manner, it will be considered by the
- intemal Revenue Service .as a failure to exhaust available administrative remedies.

Section 7428(b)(2) of the Code provides, iin art, that a declaratory judgement or decree -
tinder this section:shall:not be issued in any proceeding unless the Tax Court, the

Jnited States. Court of Federal Claims, or the District Court of the United States for the
vistrict of Calumbia determines that the arganization involved has exhausted -
administrative rémedies available to it within the Internal Revenue Service.

. If we dox not hear from you within 30- days this ruling will become final and a.copy
will be forwarded to the:Ohio. Tax Exempt and Government Entities (TE/GE) office.
“hereafter, any questions about your federal income tax status should be directed: to

z.iat office, either by calling 877-829-5500(a toll free number) or sending
vorespondence to: Intemal Revenue Service; TE/GE Customer Service, P.O. Box
2508, Cincinnati, OH 45201. The.appropriate; State Officials will be notified of this
action in accordance with-Code section 61 04(c). IR
When sending additional letters to us with respect to this case, you will expedite

their receipt by:using the following address: ||~ . .

| Intémal Revenue Service'i’ i : "

- TEQRAT -~ - o ‘

A 0

. 1111 Constitution Ave, NW. i4°
Washington, D.C. 20224 ...

. To help;ffu her expedite our hanglin 'ofét!"lis matter, you mayfax vour response at
the f(:l,loMng.t,e’lép_hOri@number:.* Plgase also mail the original of your

rasponse to the'address listed. - .~ 1o '
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If you have any questnons please contact ﬁme
r1umber are shown in the heading of this: Ietter

person whose name and telephone

We have sent a copy of this letter to your authonzed representatwe as indicated in -

vour power of attomey

e

/ o
ujé?&tate officials, S
- Mr;— o
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Sincerely,

j “(signed) Marvin Friedlander

Marvin Fn’edlandér

Manager, Exempt Organizations ’

Technical Group 1




